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Students’ Department
H. P. Baumann, Editor
AMERICAN INSTITUTE EXAMINATIONS
(Note.—The fact that these solutions appear in The Journal of Account­
ancy should not cause the reader to assume that they are the official solutions 
of the board of examiners. They represent merely the opinion of the editor of 
the Students’ Department.)
Examination in Accounting Theory and Practice—Part I
May 16, 1929, 1 P. M. to 6 P. M.
The candidate must answer the first four questions 
and one other question.
No. 3 (15 points):
After the closing of nominal accounts to profit-and-loss account but before 
the transference of profit and loss to surplus, a company’s books show a profit 
of $200,000 for the year ended December 31, 1928.
In arriving at this profit, the company’s bookkeeper has taken into account 
actual receipts and disbursements during the year with regard to the following 
items: interest received, $9,000; interest paid, $1,250; local taxes paid, $12,000; 
insurance paid, $7,000, and cash discount allowed, $12,500.
(a) Prepare a statement adjusting the profit for the year, taking into con­
sideration the following accruals:
December 31 
1927 1928
Interest receivable accrued....................................... $2,500 $3,000
Interest payable accrued........................................... 200 180
Local taxes prepaid.................................................... 2,500 3,000
Insurance prepaid....................................................... 3,250 2,000
Reserve for cash discount on accounts receivable . 3,750 2,500
(b) Give the journal entries prepared to explain your adjustments on the 
company’s books.
Solution:
The accruals at December 31, 1927, should be expressed on the books, if not
already recorded, by means of the following entry:
Interest receivable accrued................................................. $2,500
Local taxes prepaid............................................................... 2,500
Insurance prepaid................................................................. 3,250
Interest payable accrued................................................. $ 200
Reserve for cash discount on accounts receivable.........  3,750
Surplus (1927).................................................................... 4,300
To record the above accruals as of December 31, 1927.
(a) Statement adjusting the profit for the year ended December 31, 1928.
Balance per books at December 31, 1928, before consider­
ing the adjustments for certain accruals................... $200,000
Add:




Decrease in accrued interest payable (A. J. E.
No. 2).............................................................................. $ 20
Increase in prepaid local taxes (A. J. E. No. 3).............. 500
Decrease in reserve for cash discounts allowable (A. 
J.E. No. 5)................................................................. 1,250 $ 2,270
Total............................................................................... $202,270
Deduct:
Decrease in prepaid insurance (A. J. E. No. 4)............... 1,250
Adjusted profit for the year ended December 31, 1928 . . . $201,020
(b) Explanatory adjusting journal entries:
(1)
Interest receivable accrued.................................................. $500
Profit and loss.................................................................... $500
To record the increase in the amount of
accrued interest receivable:
December 31, 1928....................................... $3,000
December 31, 1927....................................... 2,500
Increase.......................................................... $ 500
(2)
Interest payable accrued...................................................... 20
Profit and loss...................................................................
To record the decrease in the amount of
accrued interest payable: 
December 31, 1927....................................... $200
December 31, 1928....................................... 180
Decrease..................................................... $ 20
(3)
Local taxes prepaid............................................................... 500
Profit and loss...................................................................
To record the increase in the amount of
local taxes prepaid:
December 31, 1928....................................... $3,000




Profit and loss......................................................................... 1,250
Insurance prepaid............................................................. 1,250
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To record the decrease in the amount of 
prepaid insurance:
December 31, 1927....................................... $3,250
December 31, 1928....................................... 2,000
Decrease..................................................... $1,250
(5)
Reserve for cash discounts on accounts receivable.......... $1,250
Profit and loss................................................................... $1,250
To record the decrease in the amount of the
reserve for cash discounts allowable:
December 31, 1927....................................... $3,750
December 31, 1928....................................... 2,500
Decrease..................................................... $1,250
No. 4 (10 points):
You are called upon to advise the officers of a large financial organization, 
whose business involves the investment of increasingly large funds.
They have invested in 6 per cent. first mortgages, and also in bonds (railroad, 
industrial, etc.) on which the gross yield, at present prices, does not average 
more than 4.75 to 4.95.
Discuss their problem in a brief report, pointing out factors such as risk of loss, 




As requested by you we are submitting some general comments on factors to 
be considered in the investment of the funds of your company. These factors 
may be classified as follows:
(A) Security of principal
(B) Security and rate of income
(C) Marketability
(D) Expenses involved
(A) Security of principal. It would seem that bonds have an advantage 
over mortgages in the following respects:
(1) Bond indentures generally place restrictions on the makers in the matters 
of accumulating funds for the payment of principal and of expending funds for 
certain purposes.
(2) The assets securing bonds are subjected to a close examination by the 
expert agents of the underwriters while in the case of mortgages the amounts of 
the mortgages are generally too small to justify large expenditures for thorough 
examinations.
(3) The values of the assets securing bonds are, usually, more stable than 
those securing mortgages.
(B) Security and rate of income. The rates of income from both bonds and 
mortgages are largely dependent on the amount of risk involved. Mortgages, 
140
Students' Department
however, generally yield greater returns than bonds of the same class. The 
security of income in the two classes may be compared as follows:
(1) Bond indentures often place restrictions on the makers in the matter of 
accumulating funds with which to pay interest.
(2) Bonds are frequently guaranteed as to interest payments.
(3) The earning powers of the makers of bonds are subjected to close scrutiny 
by expert agents to assure the underwriters before the issue is promoted of the 
probability of the payments of interest.
(4) In a majority of instances the earning power of mortgaged property is 
dependent on income from rental, which is somewhat uncertain, whereas bonded 
industrial and utility properties have returns which are quite certain except in 
extreme circumstances. The underwriters of bond issues strive to limit the 
amounts of issues to such a point that the investor will be amply protected, 
both as to principal amount and as to interest, from ordinary business depres­
sions.
(C) Marketability. The bonds have an additional advantage over mort­
gages in the matter of marketability.
(1) Bonds of recognized merit are listed on a bond exchange which affords a 
ready market, while mortgages are not listed. It is often necessary to allow a 
large discount in order to sell a mortgage.
(2) Bond issues are divided into denominations of convenient size and may 
be sold in the small denominations to many individuals or in small amounts if 
the sale of the entire holding is not desired. Mortgages, as a rule, can not be 
conveniently divided.
(D) Expenses involved. There is less expense involved in the purchase and 
sale of bonds than there is in mortgages.
(1) Bonds may be obtained for any number of years desired and in buying 
long-term bonds, when a long-term security is desired, a saving is made in the 
expense of reinvesting funds.
(2) It may be stated that in the event of defaults of payments of principal or 
interest the expenses involved in collection would generally be less in the case 
of bonds.
In addition to the above comments it is also advisable to mention that 
diversification of investments is desirable. The securities should be diversified 
as to kinds of business represented, maturities and locations of issuing com­
panies. This diversification can be more easily obtained in bonds than in 
mortgages.
Yours very truly,
No. 5 (20 points):
The Deep Mine Company issued $50,000 worth of four-year, first-mortgage, 
sinking-fund, 6 per cent. gold bonds dated July 1, 1924.
The bonds were sold on September 1, 1924, (with accrued interest) at 
$103.59, a price at which they were advertised to yield 5 per cent, (semi-annual 
coupons).
The bond indenture provided (1) that 25 cents per ton mined would be 
deposited on June 30th of each year with the Central Trust Company for sink­
ing-fund purposes and (2) that a sinking-fund reserve would be set aside on a 
straight-line basis.
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The production of coal was as follows:
Year ended June 30, 1925................................................. 42,000 tons
“ “ “ “ 1926................................................. 56,000 “
“ “ “ “ 1927................................................. 50,000 “
“ “ “ “ 1928................................................. 58,000 “
The sinking fund earned 4 per cent. the first year and 5 per cent. thereafter.
Submit all journal entries necessary to express all these particulars on the 




Unissued first-mortgage bonds............................... $50,000.00
First-mortgage sinking-fund 6% gold bonds . . . $50,000.00
To record the authorized issue of four-year 
first-mortgage sinking-fund 6% gold bonds. 
See minutes of meetings of the board of direc­




Unissued first-mortgage bonds........................... 50,000.00
Unamortized premium on bonds......................... 1,795.00
Interest accrued on first-mortgage bonds........... 500.00
To record the sale of the first-mortgage bonds 
at $103.59 and accrued interest.
If the bonds had been sold on July 1, 1924, at $103.59 the effective rate of 
interest would have been 5 per cent. but the actual rate paid was slightly less 
than 5 per cent, as no adjustment had been made in the price for the period 
between July 1, 1924, and September 1, 1924, the date of sale.
In the following table the amount of the amortization of the bond premium 
for the first period covers six months instead of four months, and results in a 
slightly lower interest charge than would otherwise be the case, if the correct 




Credit Debit Debit unamortized
Period cash interest premium premium
Cost................................ $51,795.00
January 1, 1925............ . . . . $ 1,500.00 $ 1,294.88 $ 205.12 51,589.88
July 1, 1925................... 1,500.00 1,289.75 210.25 51,379.63
January 1, 1926............ 1,500.00 1,284.49 215.51 51,164.12
July 1, 1926................... 1,500.00 1,279.10 220.90 50,943.22
January 1, 1927............. 1,500.00 1,273.58 226.42 50,716.80
July 1, 1927................... 1,500.00 1,267.92 232.08 50,484.72
January 1, 1928............ 1,500.00 1,262.12 237.88 50,246.84
July 1, 1928................... 1,500.00 1,253.16 246.84 50,000.00





Interest expense............................................................. $ 1,294.88
Unamortized premium on bonds................................ 205.12
Cash............................................................................ $ 1,500.00
To record the payment of semi-annual bond cou­
pons due January 1, 1925, and to write off the 
proportionate amount of the premium on bonds.
(4)
Interest accrued on first-mortgage bonds................... 500.00
Interest expense......................................................... 500.00
To credit the interest-expense account with the 
amount of accrued interest at the date of the 





To record the deposit with the Central Trust 
Company for sinking-fund purposes per bond 




To set aside a sinking-fund reserve as required 




Unamortized premium on bonds................................. 210.25
Cash............................................................................. 1,500.00
To record the payment of semi-annual bond cou­
pons due this date and to write off the propor­




Unamortized premium on bonds................................. 215.51
Cash............................................................................ 1,500.00
To record the payment of semi-annual bond 
coupons due this date and to write off the pro­




Profit and loss (sinking-fund income)..................... 420.00
143
The Journal of Accountancy
To record income earned on deposit of June 30, 




To record the deposit with the Central Trust 
Company for sinking-fund purposes. (56,000 









Unamortized premium on bonds................................. 220.90
Cash............................................................................ 1,500.00
To record the payment of semi-annual bond 
coupons due this date and to write off the pro­




Unamortized premium on bonds................................. 226.42
Cash............................................................................ 1,500.00
To record the payment of semi-annual bond 
coupons due this date and to write off the pro­




Profit and loss (sinking-fund income).....................
To record sinking-fund income: 
Deposit June 30, 1925..................... $10,500.00
Income to June 30, 1926............... 420.00
Deposit June 30, 1926................... 14,000.00
Total in fund........................... $24,920.00
Earning for year ended June 30, 










To record the deposit with the Central Trust 
Company for sinking-fund purposes. (50,000 









Unamortized premium on bonds................................. 232.08
Cash............................................................................ 1,500.00
To record the payment of semi-annual bond 
coupons due this date and to write off the pro­




Unamortized premium on bonds................................. 237.88
Cash............................................................................ 1,500.00
To record the payment of semi-annual bond 
coupons due this date and to write off the pro­




Profit and loss (sinking-fund income)..................... 1,933.30
To record sinking-fund income:
Deposits—
June 30, 1925.............................. $10,500.00
June 30, 1926.............................. 14,000.00
June 30, 1927.............................. 12,500.00
Total......................................... $37,000.00
Income for years ended— 
June 30, 1926....... $ 420.00
June 30, 1927.......... 1,246.00 1,666.00
Balance June 30, 1928..................... $38,666.00
Earning for year ended June 30, 
1928 (5% of $38,666.00)......... $ 1,933.30
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To record the deposit with the Central Trust
Company for sinking-fund purposes. (58,000 









Unamortized premium on bonds................................. 246.84
Cash............................................................................ 1,500.00
To record the payment of semi-annual bond 
coupons due this date and to write off the pro­
portionate amount of premium on bonds.
(23)
First-mortgage sinking-fund 6% gold bonds............  50,000.00
Sinking-fund trustee................................................. 50,000.00
To record the redemption and retirement of 




To record the receipt of the balance in the sink­





To record the transfer of the sinking-fund 
reserve to surplus account.
While not a requirement of the problem, it is suggested that, in this and 
similar problems, the candidate prepare for his own information memorandum 
accounts in which to post the journal entries as a test of their accuracy.
Unissued first-mortgage bonds
(1) 50,000.00 (2) 50,000.00
First-mortgage sinking-fund 6% 
gold bonds

































































































50,000.00 50,000.00 55,099.30 55,099.30
Bal.











3,599.30 3,599.30 9,705. 00 9,705.00
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No. 6 (20 points):
X agrees to rent Y’s store for ten years at the following annual rentals payable 
in advance:
First three years......................................................................... $3,000
Next four years........................................................................... 3,600
Last three years........................................................................... 4,000
If money is worth 5 per cent. compounded annually, what is the value of the 
lease the day it takes effect?
Submit proof of your answer.
Given—
V2 = 1.85941043; Vs = 5.07569206; V9 = 7.10782168
Solution:
The rent for the first year, payable in advance, is worth.................. $ 3,000.00
The rent for the second and third years is an ordinary annuity of 
two rents.
Present value of an ordinary annuity of one for two 
periods (V2) as given.......................................... 1.85941043
Multiply by the amount of each rent..................... $3,000.00 5,578.23
The rent for the next four years is an ordinary annuity 
of four rents deferred two periods.
Present value of an ordinary annuity of one for six 
periods (V6) as given.......................................... 5.07569206
Less present value of an ordinary annuity of one for 
two periods........................................................... 1.85941043
Present value of four rents deferred two periods ... 3.21628163 
Multiply by the amount of each rent..................... $3,600.00 11,578.61
The rent for the last three years is an ordinary annu­
ity of three rents deferred six periods.
Present value of an ordinary annuity of one for 
nine periods (V9) as given................................. 7.10782168
Less present value of an ordinary annuity of one for 
six periods............................................................. 5.07569206
Present value of three rents deferred six periods ... 2.03212962 





Beginning of year Interest Rent Balance 
$28,285.36
1........................................... $ 3,000.00 25,285.36
2........................................... . ... $1,264.27 3,000.00 23,549.63
3........................................... . ... 1,177.48 3,000.00 21,727.11
4........................................... .... 1,086.36 3,600.00 19,213.47
5........................................... 960.67 3,600.00 16,574.14
6........................................... 828.71 3,600.00 13,802.85
7........................................... 690.14 3,600.00 10,892.99
8........................................... 544.65 4,000.00 7,437.64
9........................................... 371.88 4,000.00 3,809.52
10........................................... 190.48 4,000.00
$7,114.64 $35,400.00
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